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interest in which would not qualify for valu-
ation under § 25.2702–2(c)(1) is treated as a
transfer by A of the value of the unexpired
portion of A’s original term interest, unless
the property is thereafter held in a trust
meeting the requirements of a qualified an-
nuity interest. Assume that the value of A’s
remaining term interest in $2,000,000 (deter-
mined under section 7520 using the section
7520 rate in effect on the date of the original
transfer) is $1,060,000. The value of the unex-
pired portion of A’s interest is $434,426, the
amount that bears the same relation to
$1,060,000 as $500,000 (the value of A’s interest
as of the date of the original transfer deter-
mined under paragraph (c)(1) of this section)
bears to $1,220,000 (the value of A’s interest
as of the date of the original transfer deter-
mined under section 7520).

[T.D. 8395, 57 FR 4265, Feb. 4, 1992]

§ 25.2702–3 Qualified interests.
(a) In general. This section provides

rules for determining if an interest is a
qualified annuity interest, a qualified
unitrust interest, or a qualified re-
mainder interest.

(b) Special rules for qualified annuity
interests. An interest is a qualified an-
nuity interest only if it meets the re-
quirements of this paragraph and para-
graph (d) of this section.

(1) Payment of annuity amount—(i) In
general. A qualified annuity interest is
an irrevocable right to receive a fixed
amount. The annuity amount must be
payable to (or for the benefit of) the
holder of the annuity interest at least
annually. A right of withdrawal,
whether or not cumulative, is not a
qualified annuity interest. Issuance of
a note, other debt instrument, option,
or other similar financial arrangement,
directly or indirectly, in satisfaction of
the annuity amount does not con-
stitute payment of the annuity
amount.

(ii) Fixed amount. A fixed amount
means—

(A) A stated dollar amount payable
periodically, but not less frequently
than annually, but only to the extent
the amount does not exceed 120 percent
of the stated dollar amount payable in
the preceding year; or

(B) A fixed fraction or percentage of
the initial fair market value of the
property transferred to the trust, as fi-
nally determined for federal tax pur-
poses, payable periodically but not less
frequently than annually, but only to

the extent the fraction or percentage
does not exceed 120 percent of the fixed
fraction or percentage payable in the
preceding year.

(iii) Income in excess of the annuity
amount. An annuity interest does not
fail to be a qualified annuity interest
merely because the trust permits in-
come in excess of the amount required
to pay the annuity amount to be paid
to or for the benefit of the holder of the
qualified annuity interest. Neverthe-
less, the right to receive the excess in-
come is not a qualified interest and is
not taken into account in valuing the
qualified annuity interest.

(2) Incorrect valuations of trust prop-
erty. If the annuity is stated in terms
of a fraction or percentage of the ini-
tial fair market value of the trust
property, the governing instrument
must contain provisions meeting the
requirements of § 1.664–2(a)(1)(iii) of
this chapter (relating to adjustments
for any incorrect determination of the
fair market value of the property in
the trust).

(3) Period for payment of annuity
amount. The annuity amount may be
payable based on either the anniver-
sary date of the creation of the trust or
the taxable year of the trust. In either
situation, the annuity amount may be
paid annually or more frequently, such
as semi-annually, quarterly, or month-
ly. If the payment is made based on the
anniversary date, proration of the an-
nuity amount is required only if the
last period during which the annuity is
payable to the grantor is a period of
less than 12 months. If the payment is
made based on the taxable year, prora-
tion of the annuity amount is required
for each short taxable year of the trust
during the grantor’s term. The pro-
rated amount is the annual annuity
amount multiplied by a fraction, the
numerator of which is the number of
days in the short period and the de-
nominator of which is 365 (366 if Feb-
ruary 29 is a day included in the nu-
merator).

(4) Payment of the annuity amount in
certain circumstances. An annuity
amount payable based on the anniver-
sary date of the creation of the trust
must be paid no later than 105 days
after the anniversary date. An annuity
amount payable based on the taxable
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year of the trust may be paid after the
close of the taxable year, provided the
payment is made no later than the date
by which the trustee is required to file
the Federal income tax return of the
trust for the taxable year (without re-
gard to extensions). If the trustee re-
ports for the taxable year pursuant to
§ 1.671–4(b) of this chapter, the annuity
payment must be made no later than
the date by which the trustee would
have been required to file the Federal
income tax return of the trust for the
taxable year (without regard to exten-
sions) had the trustee reported pursu-
ant to § 1.671–4(a) of this chapter.

(5) Additional contributions prohibited.
The governing instrument must pro-
hibit additional contributions to the
trust.

(c) Special rules for qualified unitrust
interests. An interest is a qualified
unitrust interest only if it meets the
requirements of this paragraph and
paragraph (d) of this section.

(1) Payment of unitrust amount—(i) In
general. A qualified unitrust interest is
an irrevocable right to receive pay-
ment periodically, but not less fre-
quently than annually, of a fixed per-
centage of the net fair market value of
the trust assets, determined annually.
For rules relating to computation of
the net fair market value of the trust
assets see § 25.2522(c)–3(c)(2)(vii). The
unitrust amount must be payable to
(or for the benefit of) the holder of the
unitrust interest at least annually. A
right of withdrawal, whether or not cu-
mulative, is not a qualified unitrust in-
terest. Issuance of a note, other debt
instrument, option, or other similar fi-
nancial arrangement, directly or indi-
rectly, in satisfaction of the unitrust
amount does not constitute payment of
the unitrust amount.

(ii) Fixed percentage. A fixed percent-
age is a fraction or percentage of the
net fair market value of the trust as-
sets, determined annually, payable pe-
riodically but not less frequently than
annually, but only to the extent the
fraction or percentage does not exceed
120 percent of the fixed fraction or per-
centage payable in the preceding year.

(iii) Income in excess of unitrust
amount. A unitrust interest does not
fail to be a qualified unitrust interest
merely because the trust permits in-

come in excess of the amount required
to pay the unitrust amount to be paid
to or for the benefit of the holder of the
qualified unitrust interest. Neverthe-
less, the right to receive the excess in-
come is not a qualified interest and is
not taken into account in valuing the
qualified unitrust interest.

(2) Incorrect valuations of trust prop-
erty. The governing instrument must
contain provisions meeting the require-
ments of § 1.664–3(a)(1)(iii) of this chap-
ter (relating to the incorrect deter-
mination of the fair market value of
the property in the trust).

(3) Period for payment of unitrust
amount. The unitrust amount may be
payable based on either the anniver-
sary date of the creation of the trust or
the taxable year of the trust. In either
situation, the unitrust amount may be
paid annually or more frequently, such
as semi-annually, quarterly, or month-
ly. If the payment is made based on the
anniversary date, proration of the
unitrust amount is required only if the
last period during which the annuity is
payable to the grantor is a period of
less than 12 months. If the payment is
made based on the taxable year, prora-
tion of the unitrust amount is required
for each short taxable year of the trust
during the grantor’s term. The pro-
rated amount is the annual unitrust
amount multiplied by a fraction, the
numerator of which is the number of
days in the short period and the de-
nominator of which is 365 (366 if Feb-
ruary 29 is a day included in the nu-
merator).

(4) Payment of the unitrust amount in
certain circumstances. A unitrust
amount payable based on the anniver-
sary date of the creation of the trust
must be paid no later than 105 days
after the anniversary date. A unitrust
amount payable based on the taxable
year of the trust may be paid after the
close of the taxable year, provided the
payment is made no later than the date
by which the trustee is required to file
the Federal income tax return of the
trust for the taxable year (without re-
gard to extensions). If the trustee re-
ports for the taxable year pursuant to
§ 1.671–4(b) of this chapter, the unitrust
payment must be made no later than
the date by which the trustee would
have been required to file the Federal
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income tax return of the trust for the
taxable year (without regard to exten-
sions) had the trustee reported pursu-
ant to § 1.671–4(a) of this chapter.

(d) Requirements applicable to qualified
annuity interests and qualified unitrust
interests—(1) In general. To be a quali-
fied annuity or unitrust interest, an in-
terest must be a qualified annuity in-
terest in every respect or a qualified
unitrust interest in every respect. For
example, if the interest consists of the
right to receive each year a payment
equal to the lesser of a fixed amount of
the initial trust assets or a fixed per-
centage of the annual value of the
trust assets, the interest is not a quali-
fied interest. If, however, the interest
consists of the right to receive each
year a payment equal to the greater of
a stated dollar amount or a fixed per-
centage of the initial trust assets or a
fixed percentage of the annual value of
the trust assets, the interest is a quali-
fied interest that is valued at the
greater of the two values. To be a
qualified interest, the interest must
meet the definition of and function ex-
clusively as a qualified interest from
the creation of the trust.

(2) Amounts payable to other persons.
The governing instrument must pro-
hibit distributions from the trust to or
for the benefit of any person other than
the holder of the qualified annuity or
unitrust interest during the term of
the qualified interest.

(3) Term of the annuity or unitrust in-
terest. The governing instrument must
fix the term of the annuity or unitrust
interest. The term must be for the life
of the term holder, for a specified term
of years, or for the shorter (but not the
longer) of those periods. Successive
term interests for the benefit of the
same individual are treated as the
same term interest.

(4) Commutation. The governing in-
strument must prohibit commutation
(prepayment) of the interest of the
term holder.

(5) Use of debt obligations to satisfy the
annuity or unitrust payment obligation—
(i) In general. In the case of a trust cre-
ated on or after September 20, 1999, the
trust instrument must prohibit the
trustee from issuing a note, other debt
instrument, option, or other similar fi-
nancial arrangement in satisfaction of

the annuity or unitrust payment obli-
gation.

(ii) Special rule in the case of a trust
created prior to September 20, 1999. In the
case of a trust created prior to Sep-
tember 20, 1999, the interest will be
treated as a qualified interest under
section 2702(b) if—

(A) Notes, other debt instruments,
options, or similar financial arrange-
ments are not issued after September
20, 1999, to satisfy the annuity or
unitrust payment obligation; and

(B) Any notes or any other debt in-
struments that were issued to satisfy
the annual payment obligation on or
prior to September 20, 1999, are paid in
full by December 31, 1999, and any op-
tion or similar financial arrangement
issued to satisfy the annual payment
obligation is terminated by December
31, 1999, such that the grantor receives
cash or other trust assets in satisfac-
tion of the payment obligation. For
purposes of the preceding sentence, an
option will be considered terminated
only if the grantor receives cash or
other trust assets equal in value to the
greater of the required annuity or
unitrust payment plus interest com-
puted under section 7520 of the Internal
Revenue Code, or the fair market value
of the option.

(e) Examples. The following examples
illustrate the rules of paragraphs (b),
(c), and (d) of this section. Each exam-
ple assumes that all applicable require-
ments for a qualified interest are met
unless otherwise specifically stated.

Example 1. A transfers property to an irrev-
ocable trust, retaining the right to receive
the greater of $10,000 or the trust income in
each year for a term of 10-years. Upon expi-
ration of the 10-year term, the trust is to ter-
minate and the entire trust corpus is to be
paid to A’s child, provided that if A dies
within the 10-year term the trust corpus is to
be paid to A’s estate. A’s annual payment
right is a qualified annuity interest to the
extent of the right to receive $10,000 per year
for 10 years or until A’s prior death, and is
valued under section 7520 without regard to
the right to receive any income in excess of
$10,000 per year. The contingent reversion is
valued at zero. The amount of A’s gift is the
fair market value of the property transferred
to the trust less the value of the qualified
annuity interest.

Example 2. U transfers property to an irrev-
ocable trust, retaining the right to receive
$10,000 in each of years 1 through 3, $12,000 in
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each of years 4 through 6, and $15,000 in each
of years 7 through 10. The interest is a quali-
fied annuity interest to the extent of U’s
right to receive $10,000 per year in years 1
through 3, $12,000 in years 4 through 6, $14,400
in year 7, and $15,000 in years 8 through 10,
because those amounts represent the lower
of the amount actually payable each year or
an amount that does not exceed 120 percent
of the stated dollar amount for the preceding
year.

Example 3. S transfers property to an irrev-
ocable trust, retaining the right to receive
$50,000 in each of years 1 through 3 and
$10,000 in each of years 4 through 10. S’s en-
tire retained interest is a qualified annuity
interest.

Example 4. R transfers property to an irrev-
ocable trust retaining the right to receive
annually an amount equal to the lesser of 8
percent of the initial fair market value of
the trust property or the trust income for
the year. R’s annual payment right is not a
qualified annuity interest to any extent be-
cause R does not have the irrevocable right
to receive a fixed amount for each year of
the term.

Example 5. A transfers property to an irrev-
ocable trust, retaining the right to receive 5
percent of the net fair market value of the
trust property, valued annually, for 10 years.
If A dies within the 10-year term, the
unitrust amount is to be paid to A’s estate
for the balance of the term. A’s interest is a
qualified unitrust interest to the extent of
the right to receive the unitrust payment for
10 years or until A’s prior death.

Example 6. The facts are the same as in Ex-
ample 5, except that if A dies within the 10-
year term the unitrust amount will be paid
to A’s estate for an additional 35 years. The
result is the same as in Example 5, because
the 10-year term is the only term that is
fixed and ascertainable at the creation of the
interest.

Example 7. B transfers property to an irrev-
ocable trust retaining the right to receive
annually an amount equal to 8 percent of the
initial fair market value of the trust prop-
erty for 10 years. Upon expiration of the 10-
year term, the trust is to terminate and the
entire trust corpus is to be paid to B’s child.
The governing instrument provides that in-
come in excess of the annuity amount may
be paid to B’s child in the trustee’s discre-
tion. B’s interest is not a qualified annuity
interest to any extent because a person other
than the individual holding the term interest
may receive distributions from the trust dur-
ing the term.

(f) Qualified remainder interest—(1) Re-
quirements. An interest is a qualified re-
mainder interest only if it meets all of
the following requirements:

(i) It is a qualified remainder interest
in every respect.

(ii) It meets the definition of and
functions exclusively as a qualified in-
terest from the creation of the inter-
est.

(iii) It is non-contingent. For this
purpose, an interest is non-contingent
only if it is payable to the beneficiary
or the beneficiary’s estate in all
events.

(iv) All interests in the trust, other
than non-contingent remainder inter-
ests, are qualified annuity interests or
qualified unitrust interests. Thus, an
interest is a qualified remainder inter-
est only if the governing instrument
does not permit payment of income in
excess of the annuity or unitrust
amount to the holder of the qualified
annuity or unitrust interest.

(2) Remainder interest. Remainder in-
terest is the right to receive all or a
fractional share of the trust property
on termination of all or a fractional
share of the trust. Remainder interest
includes a reversion. A transferor’s
right to receive an amount that is a
stated or pecuniary amount is not a re-
mainder interest. Thus, the right to re-
ceive the original value of the trust
corpus (or a fractional share) is not a
remainder interest.

(3) Examples. The following examples
illustrate rules of this paragraph (f).
Each example assumes that all applica-
ble requirements of a qualified interest
are met unless otherwise specifically
stated.

Example 1. A transfers property to an irrev-
ocable trust. The income of the trust is pay-
able to A’s child for life. On the death of A’s
child, the trust is to terminate and the trust
corpus is to be paid to A. A’s remainder in-
terest is not a qualified remainder interest
because the interest of A’s child is neither a
qualified annuity interest nor a qualified
unitrust interest.

Example 2. The facts are the same as in Ex-
ample 1, except that A’s child has the right to
receive the greater of the income of the trust
or $10,000 per year. A’s remainder interest is
not a qualified remainder interest because
the right of A’s child to receive income in ex-
cess of the annuity amount is not a qualified
interest.

Example 3. A transfers property to an irrev-
ocable trust. The trust provides a qualified
annuity interest to A’s child for 12 years. An
amount equal to the initial value of the
trust corpus is to be paid to A at the end of
that period and the balance is to be paid to
A’s grandchild. A’s interest is not a qualified
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remainder interest because the amount A is
to receive is not a fractional share of the
trust property.

Example 4. U transfers property to an irrev-
ocable trust. The trust provides a qualified
unitrust interest to U’s child for 15 years, at
which time the trust terminates and the
trust corpus is paid to U or, if U is not then
living, to U’s child. Because U’s remainder
interest is contingent, it is not a qualified
remainder interest.

[T.D. 8395, 57 FR 4267, Feb. 4, 1992, as amend-
ed by T.D. 8536, 59 FR 23157, May 5, 1994; T.D.
8633, 60 FR 66090, Dec. 21, 1995; T.D. 8899, 65
FR 53588, Sept. 5, 2000; 65 FR 70792, Nov. 28,
2000]

§ 25.2702–4 Certain property treated as
held in trust.

(a) In general. For purposes of section
2702, a transfer of an interest in prop-
erty with respect to which there are
one or more term interests is treated
as a transfer in trust. A term interest
is one of a series of successive (as con-
trasted with concurrent) interests.
Thus, a life interest in property or an
interest in property for a term of years
is a term interest. However, a term in-
terest does not include a fee interest in
property merely because it is held as a
tenant in common, a tenant by the
entireties, or a joint tenant with right
of survivorship.

(b) Leases. A leasehold interest in
property is not a term interest to the
extent the lease is for full and adequate
consideration (without regard to sec-
tion 2702). A lease will be considered for
full and adequate consideration if,
under all the facts and circumstances
as of the time the lease is entered into
or extended, a good faith effort is made
to determine the fair rental value of
the property and the terms of the lease
conform to the value so determined.

(c) Joint purchases. Solely for pur-
poses of section 2702, if an individual
acquires a term interest in property
and, in the same transaction or series
of transactions, one or more members
of the individual’s family acquire an
interest in the same property, the indi-
vidual acquiring the term interest is
treated as acquiring the entire prop-
erty so acquired, and transferring to
each of those family members the in-
terests acquired by that family mem-
ber in exchange for any consideration
paid by that family member. For pur-
poses of this paragraph (c), the amount

of the individual’s gift will not exceed
the amount of consideration furnished
by that individual for all interests in
the property.

(d) Examples. The following examples
illustrate rules of this section:

Example 1. A purchases a 20-year term in-
terest in an apartment building and A’s child
purchases the remainder interest in the
property. A and A’s child each provide the
portion of the purchase price equal to the
value of their respective interests in the
property determined under section 7520.
Solely for purposes of section 2702, A is
treated as acquiring the entire property and
transferring the remainder interest to A’s
child in exchange for the portion of the pur-
chase price provided by A’s child. In deter-
mining the amount of A’s gift, A’s retained
interest is valued at zero because it is not a
qualified interest.

Example 2. K holds rental real estate valued
at $100,000. K sells a remainder interest in
the property to K’s child, retaining the right
to receive the income from the property for
20 years. Assume the purchase price paid by
K’s child for the remainder interest is equal
to the value of the interest determined under
section 7520. K’s retained interest is not a
qualified interest and is therefore valued at
zero. K has made a gift in the amount of
$100,000 less the consideration received from
K’s child.

Example 3. G and G’s child each acquire a 50
percent undivided interest as tenants in
common in an office building. The interests
of G and G’s child are not term interests to
which section 2702 applies.

Example 4. B purchases a life estate in
property from R, B’s grandparent, for $100
and B’s child purchases the remainder inter-
est for $50. Assume that the value of the
property is $300, the value of the life estate
determined under section 7520 is $250 and the
value of the remainder interest is $50. B is
treated as acquiring the entire property and
transferring the remainder interest to B’s
child. However, the amount of B’s gift is
$100, the amount of consideration ($100) fur-
nished by B for B’s interest.

Example 5. H and W enter into a written
agreement relative to their marital and
property rights that requires W to transfer
property to an irrevocable trust, the terms
of which provide that the income of the trust
will be paid to H for 10 years. On the expira-
tion of the 10-year term, the trust is to ter-
minate and the trust corpus is to be paid to
W. H and W divorce within two years after
the agreement is entered into. Pursuant to
section 2516, the transfer to H would other-
wise be deemed to be for full and adequate
consideration. Section 2702 does not apply to
the acquisition of the term interest by H be-
cause no member of H’s family acquired an
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